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MEMORANDUM FI NDI NGS OF FACT AND CPI NI ON

LARO, Judge: Petitioners petitioned the Court to
redeterm ne respondent’s determ nation of deficiencies in their
1987, 1988, and 1989 Federal incone taxes, additions to their

1987 and 1988 taxes for fraud, and a penalty for fraud as to
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1989. Respondent determ ned deficiencies of $11, 253, $15, 996,
and $14,689 for the respective years. Respondent al so detern ned
that petitioners were liable for an $8,440 addition to their 1987
tax under section 6653(b)(1)(A), an $11,997 addition to their
1988 tax under section 6653(b)(1), and an $11, 017 penalty for
fraud as to 1989. Respondent al so determ ned that petitioners
were |liable for a tinme-sensitive addition to their 1987 tax under
section 6653(b)(1)(B)

We nust deci de whether petitioners are |iable for the
deficiencies, additions to tax, and penalty. W hold they are
liable for the deficiencies to the extent stated herein and that
they are not liable for any of the additions to tax or the
penalty. Unless otherw se indicated, section references are to
the Internal Revenue Code applicable to the relevant years. Rule
references are to the Tax Court Rules of Practice and Procedure.

FI NDI NGS OF FACT

Sonme facts have been stipulated. W incorporate herein by
this reference the parties’ stipulation of facts and the exhibits
submtted therewith. W find the stipulated facts accordingly.
Petitioners resided in Charlevoix, Mchigan (Charlevoi x), when
their petition was filed. They filed joint 1987, 1988, and 1989
Federal incone tax returns.

M chael Barnard (M. Barnard) grew up in East Jordan,

M chi gan. Upon graduating from hi gh school, he attended the
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Ceneral Motors (GVW) Institute and received a degree in nechani cal
engi neering in 1966. During the next 15 years, he worked as an
engi neer for GM Corp. He married Susan Barnard (Ms. Barnard) on
February 14, 1981. M. Barnard is a registered nurse.

Petitioners owned property in Charlevoi x on which they
constructed a facility that included a restaurant and bar
(collectively, the restaurant) and a 12-room notel (notel).
Petitioners began operating the restaurant and the notel in late
1982 as uni ncor por ated busi nesses and i ncor porated those
busi nesses in the mddle of 1986 under the nanme Nanny's, Inc.
(Nanny's).! For the remai nder of 1986 throughout the end of
1988, Nanny’s operated as a C corporation that reported its
i ncone and expenses for Federal inconme tax purposes on the basis
of the calendar year. Nanny's elected to be treated as an S
corporation effective with its taxable year begi nning on January
1, 1989.

Ms. Barnard oversaw Nanny's daily operation. Nanny’s
recei ved nost of its incone in cash, and petitioners deposited
Nanny’s receipts into a cash register. Each norning, M. Barnard
reconciled the cash in the register to the cash register tape of
Nanny’ s busi ness for the previous day. Afterwards, petitioners

| eft sone of the cash in the register for the current day's

! Petitioners’ basis in their Nanny's stock was $10, 000 upon
incorporation and at all relevant tinmes thereafter (except to the
extent that their basis is reduced pursuant to this report).
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busi ness (i ncluding the paynment of vendors) and either deposited
the remai ning cash into Nanny’s checki ng account (business
account) or secured it for safekeeping at the restaurant or at
their hone. Petitioners deposited into the business account only
the portion of Nanny’s gross receipts necessary to cover its
anti ci pated expenses which woul d be paid by check. Wen Nanny’s
did not have enough funds in the business account to pay business
expenses, petitioners usually paid the expenses directly with the
secured cash or transferred the cash to the business account and
paid the expenses by check. On many occasions, petitioners used
their owmn funds to pay Nanny’s busi ness expenses and used Nanny’s
funds to pay their personal expenses. Petitioners generally
operated Nanny’ s business in the sanme manner after its
incorporation as they did before its incorporation; i.e., as an
alter ego of thensel ves.

Following Ms. Barnard's reconciliation of the cash in the
register to the cash register tapes, petitioners recorded the
gross receipts onto daily sheets and di scarded the cash register
tapes. They also discarded the daily sheets after M. Barnard
used themto prepare nonthly sunmaries of Nanny’ s incone and
expenses which he gave to his longtinme accountant, Hugh Mason
(M. Mson), to prepare the required tax returns (e.g., sales
tax, inconme tax) and financial statements. Petitioners kept no

witten record of the amount of Nanny' s gross receipts that was
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not deposited into the business account. Nor did they keep any
detailed records as to the amount of their personal funds which
they used in Nanny’' s business or as to the anount of Nanny’s
funds which they used personally. For both Federal incone tax
and financial accounting purposes, M. Mson cal cul ated at the
end of each year the bal ance of any |oan that he considered to
exi st between Nanny’s and petitioners on account of Nanny’s use
of petitioners’ funds and vice versa.

Petitioners also owned a nobile home park call ed Lake
M chi gan Hei ghts Mobil e Honme Park (Lake M chigan Hei ghts) and a
building with office and retail space called Bridge Street Centre
(Bridge Street). Al paynents to Lake M chigan Hei ghts and
Bridge Street were made by check, and petitioners deposited al
of these checks into the separate bank accounts of Lake M chi gan
Hei ghts and Bridge Street. Petitioners operated Lake M chigan
Hei ghts and Bridge Street as unincorporated businesses. For the
respective years from 1987 through 1989, petitioners reported on
their income tax returns, as initially filed, that they had
recei ved rent of $27,893, $28,375, and $37,871 as to Lake
M chi gan Hei ghts and $81, 305, $87,503, and $94, 394 as to Bridge
Street.

Nanny's O d Place is petitioners’ unincorporated business
that rents to Nanny’s the real estate petitioners owned in

Charl evoi x. Petitioners received rent checks from Nanny’s
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totaling $60,000 in 1987, $60,000 in 1988, and $60, 000 in 1989.
Petitioners deposited all of these checks into the Bridge Street
account .

Petitioners sonetines bought itens or paid expenses using
cashier's checks which they purchased with cash or using the
proceeds of cashier’s checks which they purchased with cash and
whi ch were payable to M. Bernard.? |In Septenber 1988, they
bought a boat (the Tollycraft) for $196,620. They paid part of
the Tollycraft’s purchase price with the proceeds of three $9, 000
cashier's checks which they had purchased with cash on July 25
and 26, 1998, and August 11, 1998, respectively, and which were
payable to M. Bernard.® They paid another $150,025 of the
Tol lycraft’s purchase price with the proceeds of a |oan. They
reported for State sales tax purchases that the purchase price of
the Tollycraft was $161, 021, and they remitted to the State of
M chigan a $6, 585. 84 cashier’s check (payable to the State of
M chigan) in paynent of the sales tax. [In 1989, Ms. Barnard paid

her chil dcare expenses using cashier’s checks in the anmounts of

2 Petitioners al so bought itens and paid expenses using
ot her than cashier’s checks. Many of these itens and expenses
exceeded $10,000 in anount.

3 Each of these cashier’s checks listed on its face that M.
Barnard was the purchaser of the check. M. Barnard signed these
checks and presented themto the Tollycraft’s seller in partial
paynment of the boat.
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$256. 15, $705.40, and $1,076.90. She al so purchased a $1, 083. 04
cashier's check payable to a seller of furniture.

In 1988 and 1989, the Charlevoix County State Bank (the
Bank) delivered to respondent various "Suspicious Transaction
Reports" (STRs) as to petitioners. These STRs reported the

follow ng transactions nade by petitioners:

Dat e Transaction
July 1, 1988 $3, 647 cash paynent on a $330, 000 | oan
(the first | oan) dated Decenber 15, 1986
July 5, 1988 $3, 647 cash paynent on the first |oan
July 18, 1988 $9, 000 cash purchase of a cashier's

check payable to American Marine
El ectronics for unidentified goods
or services

July 22, 1988 $9, 000 cash purchase of cashier's
check payable to M. Barnard

July 25, 1988 $9, 000 cash purchase of a cashier's
check payable to M. Barnard

July 26, 1988 $9, 000 cash purchase of a cashier's
check payable to M. Barnard

Aug. 11, 1988 $9, 000 cash purchase of a cashier's
check payable to M. Barnard

Aug. 24, 1988 $6, 565. 84 cash purchase of a
cashier's check payable to the
State of Mchigan for the sales tax
on the Tollycraft

Cct. 13, 1988 $8, 000 cash paynent on a second
| oan
Jan. 23, 1989 $5, 000 cash purchase of a cashier's

check payable to a contractor in
partial paynment for services that



Feb. 15, 1989
Feb. 20, 1989
June 29, 1989
July 21, 1989
Sept. 11, 1989
Sept. 18, 1989
Cct. 3, 1989
Cct. 20, 1989
Nov. 9, 1989

- 8 -

it perforned at Lake M chigan
Hei ght s

$3, 647 cash paynent on the first
| oan

$4, 545. 30 cash purchase of a
cashier's check payable to a
contractor in full paynment for
uni dentified goods or services

$3, 647 cash paynent on the first
| oan

$3, 647 cash paynent on the first
| oan; $1, 200. 56 cash paynment on a
third | oan

$9, 000 cash purchase of a cashier's
check payable to a contractor as
first of four paynments on $32, 940
of services that it perfornmed at
Lake M chi gan Heights

$1, 200 cash paynent on the third

| oan; $9, 000 cash purchase of a
cashier's check payable to a
contractor as second of four
paynents on $32, 940 of services
that it performed at Lake M chi gan
Hei ght s

$9, 000 cash purchase of a cashier's
check payable to a contractor as
third of four paynments on $32, 940
of services that it perfornmed at
Lake M chi gan Heights

$3, 647.82 cash paynent on the first
| oan; $5, 940 cash purchase of a
cashier's check payable to a
contractor as final paynent on
$32,940 of services that it
performed at Lake M chigan Hei ghts

$3, 647.82 cash paynent on the first
| oan
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The STRs stated specifically that a financial institution
reporting a suspicious transaction nust “Gve brief summary of

t he suspected viol ation, explaining what is unusual or irregular
about the transaction.” The STRs issued by the Bank as to
petitioners did not explain why the Bank considered the
transactions either unusual or irregular. The Bank’ s practice
was that it would prepare: (1) The currency transaction
reporting formrequired by 31 U S.C. sec. 5313 and 31 C.F.R sec.
103. 22 (2000), as to any nonexenpt customer who in a single day
transact ed busi ness at the Bank involving cash totaling nore than
$10, 000 and (2) an STR as to any ot her nonexenpt custoner who the
Bank perceived was engaging in a “suspicious activity”. The Bank
general |y consi dered exenpt custoners to be those retai

busi nesses that dealt with cash in the normal course of business.
The Bank did not consider either petitioners or Nanny’s to be an
exenpt custoner.

Respondent notified petitioners on April 3, 1990, that he
woul d be auditing Nanny's 1988 taxable year.* Two nonths |ater,
respondent began auditing petitioners' 1987 through 1989 years.
| medi ately before respondent notified petitioners that their
personal returns would be audited, M. Barnard reviewed his

records for Bridge Street and Lake M chi gan Hei ghts and

4 Respondent’s audit of that year concluded that Nanny’s
i ncone and expenses were reported correctly on its Federal incone
tax return.
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di scovered that he had underreported his inconme fromthose
activities; petitioners had originally estimted the inconme from
these activities for Federal inconme tax purposes by way of rough
cal cul ations. \When respondent notified petitioners that he would
be auditing their personal returns, M. Barnard notified
respondent that petitioners had just anmended (but not yet filed)
their 1987, 1988, and 1989 personal inconme tax returns to report
additional rental incone. M. Barnard gave those anended returns
to Revenue Agent Bruce Smth (Revenue Agent Smth) pursuant to
his request. The 1987 anmended return reported additional incone
of $16,030 and $1,860 fromBridge Street and Lake M chi gan
Hei ghts, respectively. The 1988 anended return reported
addi tional income fromthose respective rentals of $20,963 and
$1,850. The 1989 anended return reported additional incone of
$24,840 from Bridge Street and a reduction of incone of $3,959
from Lake M chigan Heights. Because respondent never processed
any of these anended returns, the deficiencies shown in the
noti ce of deficiency include the underpaynments reflected on those
returns.

On February 12, 1991, Revenue Agent Smth referred
petitioners' 1987, 1988, and 1989 returns to respondent’s
Crimnal Investigation Division. The assigned agent, Speci al
Agent Robert Keller, concluded that he could ascertain

petitioners’ taxable incone only through an indirect nethod of
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income calculation. M. Keller’s conclusion was based on his
determ nation that: (1) Petitioners maintained i nadequate
records as to their inconme and expenses, (2) petitioners appeared
to be living a lifestyle that did not conport with their reported
i ncone, and (3) respondent had received the STRs as to
petitioners.

For purposes of the notice of deficiency, respondent
determ ned petitioners’ inconme using the net worth nmethod (the
sane nethod used by M. Keller). Respondent’s notice of
deficiency lists that petitioners’ net worth, increase in net
worth, total net worth, and personal |iving expenses were as

follows for the rel ated years:
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12/31/86 12/31/87 12/31/88 12/31/89

Bank accounts $19, 422 $3, 369 $5, 256 $1, 707
| nvest ment s 113, 330 111, 401 109, 249 115, 814
Boat s and aut onpbil es 115, 345 95, 149 250, 089 250, 089
Real estate 39, 700 45, 450 45, 450 45, 450
Rental properties 884, 009 933,581 998,066 1,206, 032
Total assets 1,171,806 1,188,950 1,408,110 1,619, 092
Total liabilities (877,013) (839,854)(1,000,991)(1,122,085)
Net worth 294, 793 349, 096 407, 119 497, 007
Prior year’s net worth (294,793) (349,096) (407,119)
I ncrease in net worth 54, 303 58, 023 89, 888
Personal |iving expenses 24,319 45, 392 20, 396
Per sonal | osses 10, 196

88, 818 103, 415 110, 284
Nont axabl e itens (3.380) (2,.546) (462)
Corrected adjusted gross inconme 85, 438 100, 869 109, 822

Adj usted gross inconme per return (38, 335) (37,386) (51, 229)
Under st at ed adj usted gross inconme 47,103 63, 483 58, 593
The understated adjusted gross incone anmounts |l ed to the subject
deficiencies. As to the understated anobunts, the parties agree
that $17,890, $22,813, and $20,881 for 1987, 1988, and 1989,
respectively, are attributable to Lake M chigan Hei ghts and
Bridge Street, and only those anpbunts are understatenents
attributable to those properties. Respondent asserts that the
remai ni ng under st atenents of $29, 213, $40,670, and $37, 712,
respectively, are attributable to Nanny’'s. As we understand

respondent’s position as to the unreported incone attributable to
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Nanny’ s, all of those anmounts are taxable to petitioners as
constructive dividends.

Nanny’ s realized taxable incone in 1986, 1987, and 1988 of
$2, 436, $18,659, and $31, 529, respectively, and recogni zed all of
t hese anmounts on its Federal inconme tax returns. |Its retained
earnings at the ends of those years were $2,070, $18,077, and
$32, 306, respectively. |Its retained earnings at the end of 1988
were net of a $12,500 dividend that it paid to petitioners during
that year. Nanny’s realized ordinary inconme of $48,006 in 1989,
all of which petitioners recognized for that year.

OPI NI ON

We decide first whether petitioners are liable for the
deficiencies determ ned by respondent. Respondent used the net
worth nethod to determ ne petitioners’ inconme for the subject
years. Wen a taxpayer fails to keep adequate books and records,
section 446(b) authorizes the Comm ssioner to conpute the
taxpayer's incone by any nethod that clearly reflects incone.

Meneqguzzo v. Conm ssioner, 43 T.C. 824, 831 (1965). The net

wort h net hod has been accepted by the Courts as satisfying this

| egi sl ative mandate. E.g., Holland v. United States, 348 U. S

121 (1954). The Comm ssioner's determnation of tax liability,
when cal cul ated under the net worth nmethod, is presunptively
correct and pl aces upon the taxpayer the burden of proving it

wong. Helvering v. Taylor, 293 U S. 507 (1935); Kearns v.
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Comm ssi oner, 979 F.2d 1176, 1178 (6th GCr. 1992), affg. T.C

Meno. 1991-320; Traficant v. Conm ssioner, 884 F.2d 258, 263 (6th

Cr. 1989), affg. 89 T.C. 501 (1987); Calderone v. United States,

799 F.2d 254, 258 (6th Gr. 1986). A taxpayer nust generally
prove by a preponderance of the evidence that respondent’s

determ nation i S erroneous. Hel veri ng v. Taylor, supra at 515;

Traficant v. Conmi ssioner, supra at 263; Calderone v. United

States, supra at 258.

I ncone is conmputed under the net worth nethod by determ ning
a taxpayer's net worth at the begi nning and end of a taxable
year. The difference between those two anmounts is the increase
in the taxpayer’s net worth. This difference is increased by
addi ng nondeducti bl e expenditures, e.g., living expenses, and by
subtracting gifts, inheritances, |oans, and ot her nontaxabl e

receipts. Holland v. United States, supra at 125; United States

v. G acalone, 574 F.2d 328, 330-331 (6th Cr. 1978). An increase

in a taxpayer's net worth, plus his or her nondeductible
expendi tures, |ess nontaxable receipts, nay be considered taxable

i ncome. Holland v. United States, supra.

Petitioners argue primarily that respondent’'s use of the net
worth nethod was i nappropriate because, they assert, they
mai nt ai ned sufficient records as to their incone. W disagree.
First, as a point of fact, petitioners did not maintain

sufficient records fromwhich respondent could accurately conpute
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their personal inconme tax liability. Second, respondent applied
the net worth calculation to each year only after respondent
audi ted Nanny’'s 1988 taxabl e year and determ ned that sone of
Nanny’ s cash recei pts had been comnm ngled with petitioners’
personal funds and that Nanny’s records did not allow for a
proper accounting of the comm ngled funds. The bare sunmaries
whi ch petitioners maintained as to Nanny's incone did not allow
respondent to determne with any precision or certainty the
anmount of the conm ngled funds which were attributable to Nanny’s
but which Nanny’s no |longer retained (i.e., were spent by
petitioners on personal itens). Wereas M. Mson perforned a
cal cul ati on under which he was assured as to the amount of any
| oan between petitioners and Nanny’s on account of the comm ngl ed
funds, we do not have the sane | evel of assurance in that
calculation to hold respondent to it. Third, respondent
performed the net worth cal culations only after anal yzi ng
petitioners’ lifestyle and determning that their lifestyle did
not appear to conport with their reported incone. 1In this
regard, respondent had received the STRs which the Bank had
issued as to petitioners reporting that they had entered into
vari ous “suspicious” cash transactions. Under the facts herein,
we concl ude that respondent was entitled to use the net worth

met hod to conpute petitioners’ income for each subject year.
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Petitioners argue alternatively that respondent’s net worth
anal ysis was unreliable. They assert that respondent failed to
determ ne accurately their net worth on Decenber 31, 1986,
because, they claim respondent incorrectly determ ned that they
had no cash on hand on that date. They also assert that
respondent’s net worth analysis failed to reflect properly
certain incidental itens.

We disagree with petitioners’ claimthat respondent’s net
worth analysis is unreliable. W have set forth that analysis in
our findings of fact. On the basis of our review of it in |ight
of the record, we are unpersuaded that respondent’s cal cul ation
as to petitioners’ cash on hand on Decenber 31, 1986, is
i naccurate. The record contains no reliable evidence from which
we can conclude that petitioners, in their personal capacity, had
any cash on that date.® Petitioners’ position as to their cash
on hand rests alnost entirely on their trial testinony. W find
that testinony unpersuasive in that it is uncorroborated,

i nconsi stent, and self-serving. See Roberts v. Conmm ssioner,

T.C. Meno. 1987-182. Nor can we concl ude that respondent did not

properly take into account various other incidental itens for

°> Petitioners focus on a $63,000 | oan that petitioners
recei ved on Aug. 22, 1986, and assert that $21, 000 of those
proceeds was on hand on Dec. 31, 1986. The record does not
support this assertion.
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whi ch petitioners claimerror in connection with the net worth
anal ysi s.

Respondent determ ned that all of the underpaynents
attributable to Nanny’s were includable in petitioners’ gross
i ncone as constructive dividends. W disagree. Absent a
provision to the contrary, funds which a sharehol der diverts from
a corporation are generally includable in the sharehol der’s gross
i ncome under section 61(a) to the extent that the sharehol der has

dom ni on and control over them See al so Commi ssioner V.

d enshaw 3 ass Co., 348 U. S. 426, 431 (1955). One exanple of a

contrary provision is section 301, where Congress has provided
that funds (or any other property) distributed by a corporation
to a sharehol der over which the sharehol der has dom ni on and
control are to be taxed under the provisions of section 301(c).
Under section 301(c), a constructive distribution is taxable to

t he sharehol der as a dividend only to the extent of the
corporation’s earnings and profits. Any excess is a nontaxable
return of capital to the extent of the shareholder’s basis in the
corporation, and any remaining anount is taxable to the
sharehol der as a long-termcapital gain. Sec. 301(c)(2) and (3);

Truesdel | v. Conm ssioner, 89 T.C 1280, 1295-1298 (1987). See

also FDIC v. First Heights Bank, FSB, 229 F.3d 528, 540 (6th Gr

2000), wherein the Court of Appeals for the Sixth Grcuit, the

court to which this case is appeal abl e, stated:
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The anobunt of the constructive dividend given by *
* * [a corporation] nust be controlled by the
wel | - known rul e that dividends cannot exceed retained
earnings and profits. |In Hagaman, 958 F.2d at 694, we
stated that "[Db] ecause dividends can only be
distributed to the extent of a corporation's earnings
and profits under IRC 8 316, a court can only find a
constructive dividend to be taxable as ordinary incone
to the extent of the corporation's earnings and
profits.” Another opinion recognizes that
"[o]therwi se, a distribution to the stockholder is
merely a recovery fromhis basis in his shares to the
extent that he has such a basis; to the extent that the
paynents exceed the basis, the paynents anount to a
[taxabl e capital] gain.”" Estate of DeNiro v.
Commi ssioner, 746 F.2d 327, 332 (6th Cr. 1984). * * *

See generally Action on Decision on Truesdell v. Conm ssioner,

supra, CC-1988-025 (Sept. 12, 1988), wherein the Comm ssioner

st at ed:

it

Funds diverted to the sharehol der of a wholly owned
corporation should be regarded as constructive

di stributions, unless the funds were additional salary
or otherwi se were received in a nonsharehol der
capacity. The funds should be included in the incone
of the corporation and taxed to the shareholder in
accordance with I.R C. section 301(c). Wen such funds
are received in a sharehol der capacity, we will no

| onger argue they are ordinary inconme regardl ess of
earnings and profits.

Here, we find that Nanny’s was incorporated in 1986 and that

realized taxable incone in 1986, 1987, 1988, and 1989 of

$2,436, $18,659, $31,529, and $48, 006, respectively. W also

find that

respective years (before consideration of this report) were

$2,070, $18,077, and $32, 306.

earnings are not always the sane as its earnings and profits,

its retained earnings at the end of each of the first 3

Al t hough a corporation’s retained

we
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are confortable in treating the two as the sane for purposes of

the instant case. See Jones v. Conmissioner, T.C Meno. 1997-

400, affd. wi thout published opinion 177 F.3d 983 (11th Cr
1999).

Respondent asserts that petitioners’ understatenents for the
subj ect years are attributable to Nanny’s to the extent of
$29, 213, $40,670, and $37,712, respectively. W agree. W
di sagree with respondent, however, that all of these anpbunts are
constructive dividends which are includable in petitioners’ gross
income as ordinary inconme. As to 1987, we conclude and hol d that
$18,659 (i.e., Nanny’'s 1987 incone) of the $29,213 is includable
in petitioners’ gross income as a dividend, that $10,000 is
excl udable fromtheir gross incone as a return of capital, and
that $554 is includable in their gross incone as a |long-term
capital gain.® Sec. 301(c). As to 1988, we conclude and hold
that $31,529 (i.e., Nanny’'s 1988 incone) of the $40,670 is
i ncludable in their gross incone as a dividend and that the
remai nder of $9,141 is includable in their gross incone as a

| ong-termcapital gain. [1d. As to 1989, we conclude and hold

6 After considering our opinion herein, we find that at the
end of Nanny’s 1987 taxable year: (1) Nanny’'s had a $582 deficit
in earnings and profit (the $18,077 less the constructive
di vidend of $18,659) and (2) petitioners had a zero basis in
their Nanny’s stock (their original $10,000 basis |ess the
$10, 000 return of capital).
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that the entire $37,712 is includable in their gross inconme as a
capital gain. Sec. 1368(b).
Turning to respondent’s other determ nation, nanely, that
petitioners are |liable for fraud, respondent nmust prove this
determ nation by clear and convincing evidence. Sec. 7454(a);

Rul e 142(b); Rowl ee v. Comm ssioner, 80 T.C 1111, 1113 (1983).

Fraud requires a showi ng that the taxpayer intended to evade a
tax known or believed to be ow ng by conduct intended to conceal,
m sl ead, or otherw se prevent the collection of tax. Stoltzfus

V. United States, 398 F.2d 1002, 1004 (3d Cir. 1968). Respondent

must prove that: (1) Petitioners underpaid their taxes for the
rel evant years, and (2) sone part of each underpaynment was due to
fraud. Because respondent bears the burden of proving fraud, we
may not and shall not bootstrap any part of our fraud

determ nati on upon petitioners’ failure to prove respondent's

deficiency determ nation erroneous. Parks v. Conm ssioner,

94 T.C. 654, 660-661 (1990).

On the basis of on our review of the record, we conclude
t hat respondent has proven the first prong of the two-part test.
Petitioners anended their personal income tax returns for each of
the subject years to report additional inconme. Petitioners’

anended returns are adm ssions of Federal incone tax

under paynents. Badaracco v. Conm ssioner, 464 U. S. 386, 399
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(1984). Thus, respondent has proven that petitioners underpaid
their Federal incone taxes for each of the subject years.

As to the second prong of the test; i.e., the presence of

fraud, the existence of fraud is a question of fact. Gajewski V.

Comm ssi oner, 67 T.C. 181, 199 (1976), affd. 578 F.2d 1383 (8th

Cir. 1978). Fraud is never presuned or inputed; it nust be
est abl i shed by i ndependent evidence that establishes a fraudul ent

intent on the taxpayer's part. Qsuki v. Conm ssioner, 53 T.C

96 (1969). Because direct proof of a taxpayer's intent is rarely
avai l abl e, fraud may be proven by circunstantial evidence and
reasonabl e i nferences may be drawn fromthe rel evant facts.

Spies v. United States, 317 U. S. 492 (1943); Stephenson v.

Comm ssioner, 79 T.C. 995 (1982), affd. 748 F.2d 331 (6th G

1984). VWere fraud is determned for nmultiple years, as is the
case here, respondent mnmust establish the requisite fraudul ent
intent for each of those years in order to prevail as to all of
those years. The Court may sustain respondent’s determ nation of
fraud only as to those years for which the fraudulent intent is
established clearly and convincingly.

We often rely on certain indicia of fraud in deciding the
exi stence of fraud. The presence of several indicia is
persuasi ve circunstantial evidence of fraud. Beaver v.

Commi ssioner, 55 T.C. 85, 93 (1970). The "badges of fraud"

include: (1) Filing of false docunents, (2) understatenent of
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i ncone, (2) maintenance of inadequate records, (3) inplausible or
i nconsi stent expl anations of behavior, (4) conceal nent of assets,
(5) failure to cooperate with tax authorities, (6) engaging in an
illegal activity, (7) attenpting to conceal the illegal activity,

and (8) dealing in cash. Bradford v. Conm ssioner, 796 F.2d 303,

307 (9th Gr. 1986), affg. T.C Menp. 1984-601; Petzoldt v.

Conmm ssioner, 92 T.C. 661, 700 (1989).

Respondent’s determ nation rests primarily on the fact that
the Bank issued to himthe STRs as to petitioners, that
petitioners used cashier’s checks to pay for personal expenses,
and that petitioners structured their affairs to avoid the
reporting requirements as to cash transactions over $10,000. See
31 U S.C sec. 5313; 31 CF.R sec. 103.22 (2000). Respondent
also finds a fraudulent intent on the part of petitioners in the
fact that they underreported their incone for each subject year,
that Nanny’'s kept inadequate records, and that Nanny's did not
deposit all of its cash receipts into the business account.

On the basis of our review of the record, we conclude that
respondent has not proven this prong of the two-part test for any
of the subject years. First, we give little weight to the nere
fact that petitioners’ inconme was understated for each year. As
we view the record, bearing in mnd the fact that respondent nust
prove fraud by clear and convincing evi dence, we concl ude that

petitioners’ understatenments were nore properly attributable to
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negligence (i.e., an unreasonable failure to conply with the
provi sions of the Code or a careless, reckless, or intentional
disregard of rules or regulations) rather than to fraud (i.e., an
intent to evade a tax known or believed to be owing).” To be
sure, petitioners deposited into their bank accounts all of the
unreported inconme attributable to their rental properties and
never attenpted to hide their receipt of that inconme. Moreover,
as even respondent acknow edges, petitioners’ failure to report
all of their rental inconme on their original returns was due to
the fact that they estimated that inconme rather than attenpted
earnestly to ascertain it by reference to the bank statenents.

As to the fact that petitioners comm ngled their personal
funds with the funds of Nanny’'s, we do not view this fact in
light of the record as a whole as establishing the requisite
fraudulent intent. Petitioners’ conmm ngling of the funds was
sinply a continuance of that practice fromthe i medi ate prior 4
years in which they operated Nanny’' s as a sol e-proprietorshinp,
rather than as a blatant attenpt to avoid Federal incone taxes.
Moreover, at the end of the relevant years, M. Mason, their

| ongti me accountant who was know edgeabl e as to both Nanny’s

" W& stop short of opining on whether petitioners’
under paynent is actually attributable to negligence for purposes
of the additions to tax under sec. 6653(a). Respondent has
nei ther determ ned nor pleaded as an alternative to the fraud
determ nation that petitioners are liable for those additions for
any of the subject years.
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busi ness and petitioners’ conm ngling of the funds, cal cul ated
for Federal inconme tax purposes the anmount of any | oan that he
bel i eved existed between petitioners and Nanny’'s by virtue of
their use of its funds and vice versa. W are unable to concl ude
on the basis of the record at hand that petitioners knew when
they filed their tax returns that M. Mason’s cal cul ati on may
have reflected i naccurately their use of Nanny’'s funds. Nor do
we believe that the nere fact that petitioners comm ngled their
personal funds with the funds of Nanny’s, and knew that they did
so, neans ipso facto that petitioners possessed the requisite
fraudul ent intent when they filed their inconme tax returns.

Qur conclusion is unchanged by the fact that the Bank issued
the STRs as to petitioners. As we view the transactions
underlying the STRs, we are unable to conclude that those
transactions, which occurred in only the last 2 years in issue,
lead to a finding that petitioners possessed the requisite
fraudulent intent in any of the years. Ten of the reported
transactions invol ved paynments on | oans whi ch presumably incl uded
the Social Security nunber of one or both petitioners. The
remai ni ng transactions concerned petitioners’ purchase of
cashier’s checks, no two of which were on the sanme day and each
of which was sonmewhat spread out from another. Although all of
t he cashier’s checks were in amounts | ess than $10, 000, none of

t hose checks, but for three of the $9, 000 checks payable to M.
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Bernard and the four checks payable to the contractor for its
$32, 940 of services, covered an expense greater than $10, 000.8
Under the facts herein, petitioners’ use of the cashier’s checks
does not convince us that they used those checks with the
requisite intent to evade Federal incone tax. To be sure, an
i ndividual’s use of cashier’s checks to pay personal expenses
does not necessarily nmean that the individual did so to evade the
paynment of Federal income tax. Such is especially true here
where petitioners regularly used cashier’s checks to pay personal
expenses during years before the subject years.

Respondent also finds a fraudulent intent on the part of
petitioners in the fact that Nanny’s kept inperfect records and
that Nanny’s did not deposit all of its cash receipts into the
busi ness account. W do not do likewise. Nanny’'s is an entity
separate frompetitioners, and we do not consider it appropriate
under the facts herein to inpute Nanny’s actions to petitioners.

See, e.g., Estate of Feinsmth v. Conmm ssioner, T.C Meno. 2001-

194. In fact, respondent’s only exception is to the fact that
Nanny’'s failed to deposit all of its gross receipts into its
busi ness account, acknow edging explicitly that petitioners did

deposit in their bank accounts all of the incone that they

8 W also bear in mnd that petitioners, on Sept. 18, 1989,
knowi ngly subjected thenselves to the Bank’s practice of
reporting cash transactions totaling nore than $10, 000 when t hey
purchased one of the checks payable to the contractor and nade
their cash paynent on the third | oan.
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received fromtheir rental properties. Mreover, as to Nanny’'s’
1988 taxabl e year, respondent determ ned that Nanny' s accurately
reported all of its income for that year. Such a determ nation
obvi ously undercuts respondent’s position in this case that
petitioners: (1) Skimed $40,670 of Nanny’'s 1988 receipts for
their personal use without reporting those receipts for Federal
i ncone tax purposes and (2) tried to conceal Nanny’ s earning of
those receipts by dealing in cash and destroying the cash
regi ster tapes. Respondent tries to downplay the fact that the
audit of Nanny’ s 1988 taxabl e year concluded that Nanny’s inconme
was reported correctly on its Federal incone tax return. As we
under stand respondent’s position as to this fact, Revenue Agent
Smth reached this conclusion only because Nanny's did not supply
himw th any docunent that would di sprove the reported anount.
We are unpersuaded that this is so. In addition to the fact that
Revenue Agent Smith testified to the contrary, we find it
unlikely given the facts herein that respondent woul d have
conceded that Nanny’s income was reported correctly sinply
because Nanny’s kept in its records no docunentation that showed
ot herw se.

Nor do we reach a finding of fraud on the basis of our
review of the remaining badges of fraud. Petitioners did not
attenpt to conceal any assets. They did not engage in an illegal

activity. They did not attenpt to conceal an illegal activity.
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They did not deal primarily in cash in their personal capacity;
e.g., all of the rent that they received was paid by check. They
cooperated wth respondent as to their audit; e.g., they pronptly
gave Revenue Agent Smith their anended returns reporting
addi tional inconme for those years and expeditiously transferred
to respondent all of the records which they maintained as to
t hensel ves individually. Al though we agree with respondent that
petitioners were |less than upfront with the State of Mchigan in
1988 as to the purchase price of the Tollycraft, and in this
regard filed a fal se docunent with the State, this fact does not
convince us clearly that petitioners possessed the requisite
fraudulent intent for that year as to their Federal incone tax
liability.?®

Al'l of the parties’ argunents have been consi dered, and we
have rejected those argunents not discussed herein as neritless.
Accordi ngly,

Deci sion will be entered

under Rul e 155.

°® Nor do we believe that sone of petitioners’ explanations
as to their behavior, explanations which we find inplausible or
i nconsistent, dictate a finding of fraud in any of the years.



